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Loss/Allows Transfer O Refund of Unused Tax Benefits

SUMVARY

Under the Bank and Corporation Tax Law (B&CTL), this bill would allow a

bi ot echnol ogy or technol ogy conmpany with unused tax benefits (research credit
carryovers and NOL carryovers) to surrender those benefits to the state for a
refund equal to 50% of the value of the unused tax benefit.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective i nmedi ately upon enact nent and
woul d apply to incone years beginning on or after January 1, 2000.

LEG SLATI VE H STORY

AB 488 (as anended January 3, 2000) woul d have nodified the research credit to
all ow a special allocation of a partnership’s credit to specified biotechnol ogy
or technol ogy conpanies. AB 488 also would have all owed a bi otechnol ogy or

t echnol ogy conpany with unused research credit carryovers or net operating |oss
carryovers to transfer (i.e., sell) those unused tax benefits to another taxpayer
or surrender those benefits to the state for a refund. The surrender/refund
provisions are identical to those contained in this bill. AB 488 was anended
January 13, 2000, to renove the refund/surrender provisions. AB 488 failed to
pass out of the first house by January 31 of the second year of this session

AB 1315 (1999, as introduced) would have all owed the transfer of the
manuf acturers’ investnment credit (MC) between affiliated corporations that file
a single conbined report. The M C provisions were anended out on April 13, 1999.

AB 482 (1999) woul d have all owed taxpayers to assign to affiliated corporations
the California seed capital and early stage corporation fund credit, which it
woul d have created. AB 482 failed to pass out of the first house by January 31
of the second year of this session

AB 1230 (1999) woul d have all owed a taxpayer that clains the research credit to
transfer the credit to corporate taxpayers and woul d have required the departnent
to develop a systemfor registering the transferred tax credits. AB 1230 failed
to pass out of the first house by January 31 of the second year of this session.
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SPECI FI C FI NDI NGS

Exi sting state and federal |aws provide various tax credits that are designed to
provide tax relief for taxpayers that nust incur certain expenses (e.g., child
and dependent care credits) or to influence behavior, including business
practices and decisions (e.g., research credits).

Under existing state and federal |aws, generally tax credits may be clained only

by the taxpayer that incurred the credit-related expense. 1In the case of the
| owi ncone housing credit, if a property is acquired during the credit period,
the credit may be transferred to the acquiring taxpayer. 1In addition, for state

pur poses, a specific statutory authorization permts the |owincone housing
credit to be transferred between wholly-owned affiliated corporations.

Cenerally, a net operating loss (NOL) results when a taxpayer's business expenses
exceed its net income in a particular year, thereby resulting in an "operating

| oss" for that year which is carried forward (or back, for federal purposes only)
as a "net operating |loss."

Under federal law, an NOL can be carried back to each of the two precedi ng years
and carried forward to each of the 20 follow ng years. State |aw generally
confornms to the federal NOL provisions with three mgjor exceptions:

(1) California |law prohibits carry-back of the NOL deduction, (2) the carryover
is generally five years, and (3) generally only 50% of the NCL can be carried
forward.*

Federal law treats an NOL as a tax attribute of the taxpayer. |If a corporation
with an NOL (the “loss corporation”) ceases to exist as a result of a corporate
acqui sition (either a reorganization or a conplete liquidation of a subsidiary),
t he successor corporation will stand in the shoes of the |oss corporation with
respect to the carryover and deduction of the NOL.

If an ownership change occurs in which the percentage of a | oss-corporation’s
stock owned by 5% or nore of the sharehol ders increases by nore than 50

per cent age points, then | RC Section 382 inposes a ceiling on the anount of the

| oss-corporation’s NOL that can be deducted in any one year. The ceiling is the
val ue of the |oss-corporation i mediately before the ownership change, multiplied
by the long-termtax-exenpt rate.? The purpose of the ceiling is to prevent the
buying and selling of NOLs that m ght occur if new owners were able to transfer
profitable operations into a newly purchased corporation with unused NCL
carryovers.

When a consolidated return is filed for federal purposes, NOLs generally are
computed and carried back or forward on a consolidated group basis. Exceptions
occur when corporations enter or |eave the consolidated group

! State | aw contains special NOL provisions for taxpayers that operate “new businesses” or

“eligible small businesses;” suffer disaster |osses; or that operate businesses within an
enterprise zone, a local agency military base recovery area (LAVMBRA), or a targeted tax area (TTA).
These special NOL provisions are not discussed in this analysis.

2 The long-termtax-exenpt rate neans the hi ghest of the adjusted federal long-termrates in
effect for any nmonth in the three-cal endar nonth period ending with the cal endar nmonth in which the
owner shi p change occurs.
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If an entering nenber has an NOL carryover froma pre-consolidation year (this is
termed a “separate return limtation year,” or SRLY), the NOL may be deducted
only against the portion of the consolidated taxable income that is attributable
to that corporation. |If a corporation that generated a consolidated NOL
carryover |eaves the consolidated group, it takes with it an allocated portion of
the group’s unused NOL carryover

California | aw does not conformto the federal consolidated return rules.
Instead, California source incone for corporations that operate both within and
wi thout the state is determ ned using unitary principles and conbi ned reporting.
As an alternative to the worldw de conmbi ned report, California |aw all ows
corporations to elect to determne their incone on a “water’ s-edge” basis.
Water’ s-edge el ectors generally may exclude unitary foreign affiliates fromthe
combi ned report used to determ ne inconme derived fromor attributable to
California sources. A fundanental difference between a California conbined
report (either worldw de or water’s-edge) and a federal consolidated return is
the concept of a group vs. separate entities. The federal consolidated return
generally treats the group as a single taxpayer. The nenbers of a California
combi ned report are treated as a unit for purposes of conbination and
apportionnent, but their separate entity status is preserved for all other

pur poses.

Unl i ke federal consolidated NOLs that are generally conputed on a group basis,
NCLS of nenbers of a California conbined report are separately conputed. Each

t axpayer nenber of a California conbined report is attributed a share of the
unitary group’s California-source business inconme or loss (this is known as
intrastate apportionnment), which it aggregates with its own California-source
nonbusi ness inconme or loss. |If the result is a net operating |oss, that taxpayer
will carry the NOL forward to be deducted against its California-source incone in
subsequent years. Because each nenber of a conbi ned reporting group tracks and
applies its own NOL, generally special rules are not needed to account for
menbers entering or |eaving the conbined reporting group.

Under the B&CTL, this bill would allow a biotechnol ogy or technol ogy conpany wth
unused tax benefits (research and devel opnent credit carryovers and NOL
carryovers) to surrender those benefits to the State for a refund equal to 50% of
the value of the unused tax benefit. The maximumlifetinme refund that may be
received by a corporation and its affiliated corporations would be $20 m | li on.
For purposes of this refund, a corporation is affiliated with the taxpayer if
either the taxpayer directly or indirectly owns or controls 10% or nore of the
voting rights or 10% of the value of all classes of stock of that corporation or
anot her organi zation directly or indirectly ows or controls 10% or nore of the
voting rights or 10% of the value of all classes of stock of both the taxpayer
and that corporation

Once unused tax benefits are surrendered by the taxpayer, the taxpayer woul d be
prohibited fromclaimng those tax benefits on its tax return or surrendering
those tax benefits nore than one tinme. Taxpayers would be required to surrender
the tax benefits and claimthe refund only on an original or anended return.

The department would be required to maintain a cunul ative total of the val ue of
all unused tax benefits surrendered by all taxpayers for any inconme year. At

| east 30 days prior to the surrender, the taxpayer would be required to notify
t he department of the value of the unused tax benefit being surrendered.
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The department would be required to notify the taxpayer if the value of the
unused tax benefit exceeds the maxi num annual anmount that may be surrendered
under the bill. The nmaxi mum annual anount for surrenders would be $25 mllion
per incone year.

Constitutional Considerations

The requirenent in this bill that a corporation nmust have either its
headquarters or its base of operations in California Iikely would violate
the Commerce Cl ause of the United States Constitution. Eligibility for the
tax benefit surrender and refund would be limted to those taxpayers having
their corporate headquarters or base of operations in this state. No regard
woul d be given to the I evel of such taxpayer’s taxable activity in this
state, thereby discrimnating agai nst taxpayers having their corporate
headquarters or base of operations outside of California.

Pol i cy Consi derati ons

This bill would set the maxi num annual surrendered benefits at $25 million
per incone year. |Inconme years are not coextensive with cal endar years or
state fiscal years; taxpayers may choose to have their inconme year begin on
any month of the year. As a result, different taxpayers have different

i ncome years. For exanple, inconme years for the year 2000 may begin in any
nmont h between January 2000 and Decenber 2000, the |later of which would end
in Novenber 2001. Therefore, there is a 23-nonth period between the

begi nning of the first incone year and the end of the |ast incone year for
each cal endar year (e.g., 2000). As aresult, the bill would provide an

i nherent advantage to taxpayers with early income years because they woul d
be able to surrender their tax benefits and claimthe refund (on their
original or anmended return) before those with a later incone year and before
t he annual aggregate maxi mum anount of refund would be reached. The $25

m | 1ion maxi num anmount of surrender and refund potentially could be reached
before the taxpayers with |ater beginning incone years are able to file
their returns.

Hi storically, fraud has been associated with refundable credits (such as the
state renter’s credit, the federal Earned Incone Tax Credit, and the federal
farmgas credit).

This bill would provide a tax benefit for taxpayers filing under the B&CTL
that would not be provided to other simlarly situated taxpayers that file
under the Personal Incone Tax Law (PITL). Thus, this bill would provide
differing treatnment based solely on entity classification

| npl ement ati on Consi derati ons

Departnent staff has identified the foll ow ng inplenentati on considerations.
These inpl enentati on considerations would make it very difficult, if not

i npossible, to properly inplenent this bill. Additional concerns may be
rai sed as the departnment continues to analyze the bill. Departnent staff is
willing to assist the author with any necessary anendnents to resolve these

concerns.
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1. The departnment has not adm nistered a refundable tax credit under the
PITL since the refundable renter’s credit was suspended in 1993. The
departmment has never admi nistered a refundable tax credit under the
B&CTL. Establishing a refundable tax benefit process would have a
significant inpact on the departnent’s prograns and operations and
requi re extensive changes to fornms and systens.

2. A corporation and its affiliates would be limted to a maxinumlifetine
refund of $20 million. Considering that a corporation nmay exi st
indefinitely and may have an unlimted and varying nunber of affiliates
during those years, it would be difficult, if not inpossible, for the
department to ensure that the maximumlifetime refund |imt is observed.

3. To adm nister the $25 m|lion maxi num provision, the department woul d
need to establish a tracking systemto maintain a total of the tax
benefits surrendered per incone year. Mdreover, the bill does not
specify how the departnent is to all ocate surrender authorizations to
mul tiple unrel ated taxpayers that file sinmultaneously for refunds that in
t he aggregate exceed the maxi mum annual limtation amount. 1In addition
if the anpbunt of tax benefits refunded during an i ncome year do not
exceed the maxi rum annual anmount, it is unclear whether the maxi num
anmount could be transferred to the succeeding i ncone year and thereby
i ncrease the next year's nmaxi num anount.

4. This bill would provide a paynent to a taxpayer in exchange for unused
tax benefits. Although | abeled a refund, the paynent has no connection
to taxes previously paid. The tax treatnment of this paynment is unclear.
For example, if the refund were considered a contribution to capital of
the corporation, it would be nontaxable under federal and state tax |aw
However, a contribution of capital in the formof noney requires a
reduction in the basis of certain property held or acquired by the
cor porati on.

5. This bill specifies that a taxpayer may surrender the tax benefits and
claima refund on an anended tax return. However, this bill | eaves
uncl ear whet her taxpayers could surrender tax benefits and cl ai mrefunds
only for the current year or whether the taxpayer could request a refund
for any tax year not barred by the statute of limtations.

6. This bill uses various terns that are not defined, such as “highly
educated,” “highly trained,” “corporation business taxpayer,”
“headquarters,” and “base of operations.” Further, terns are used

i nconsistently and in an unusual context that add confusion to the
provi sions. Undefined ternms and unclear definitions can |l ead to disputes
bet ween taxpayers and the departnent.

7. This bill does not address whether the entire unused tax benefit only or
portions of the unused tax benefit may be surrendered for refund.

8. It is unclear whether the departnment could reduce or offset refund
amounts for other anounts owed.
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9. It is expected that the departnment would rmanually review the clains for
refunds and attached docunentation since the refund anmounts coul d be
significant.

Techni cal Consi der ati ons

In defining “unused tax benefits,” this bill refers to provisions of Section
23609, which prescribe carryover rules, but erroneously references
subdi vision (d) of Section 23609 rather than subdivision (f).

The bill refers to a biotechnol ogy or technol ogy conpany's applicable

“all ocation” factor, but references the “apportionnment” rules. |t appears
that the word "apportionnent” should be properly substituted for the word
"allocation" if that is consistent wth the author's intent.

FI SCAL | MPACT

BOARD

Depart nental Costs

The department’s costs to adm nister this bill cannot be determ ned unti
i npl enent ati on concerns have been resol ved.

Tax Revenue Esti mate

The revenue inpact for this bill is shown bel ow

Revenue | npact of AB 2328
Assunmed Enacted after 6/30/2000
Losses in $ MIlions
2000-01 2001-02 2002- 03 2003- 04
-$25 -$25 -$25 -$25

This estimate does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis measure.

Revenue Estimate Di scussion

The revenue inpact of this proposal depends on the stocks of unused research
credit and NOL carryover and the anmounts of these stocks that woul d be
surrendered for refund. The revenue loss is limted to $25 mllion per
fiscal year.

St ocks of unused research credits and NOL carryover for biotechnol ogy and
technol ogy corporations were estimated based on recent corporate tax return
data. The revenue inpact was estimated as the product of these stocks with
t he surrender percentages and, in the case of NOL carryovers, apportionment
factors and tax rates. For the incone year 2000, the estimated stocks of
qual i fi ed unused research credits and tax benefits of NOL carryovers are
$450 mllion and $50 million respectively. The surrender percentage was
assuned to be 50% Fromthese unused credit and NOL stocks, the revenue

| oss without any refund limt for fiscal year 2000-2001 would be $125
mllion ($500 mllion times the assumed surrender proportion (50% tines the
surrender price (50 cents on the dollar)). However, due to the refund
l[imt, the revenue | oss would be $25 nmillion per fiscal year

POSI T1 ON

Pendi ng.



